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Domestic Economy 


KEY ECONOMIC INDICATORS 
In millions of U.S. dollars unless noted 


1986 1987 1988 


Population (millions) /1 20,209 20,734 21,473 


Population growth ( 


%) 2.6 2.6 2.6 


GDP in current dollars 20,535 23,599 21,593 
GDP per capita, current dollars 1,016 1,138 1,045 
GDP in constant prices (% change) 8.5 6.9 -8.8 
Consumer Price Index (% change) /2 62.9 114.5 1, 722.3 


Production and Employment 
Labor Force (thousands) 6,768 6,989 7,205 


Unemployment (%)/1 


8.2 8.5 12.0 


Underemployment (%)/1 51.4 47.1 $1.3 
Industrial Production (local 

currency base 1973=100) (% change) 17.8 L1..0 -13.8 
Gov’t operating deficit (% GDP) -4.3 -10.5 ‘6.7 


Balance of Payments 
Exports (F.0.B.) 


Imports (F.0.B.) 
Trade balance 


2,534. 2,661 2,694 
2,596 3,182 2,750 
=65 =Seu -56 


Current account balance -1,079 -1,477 -1,128 
Foreign direct investment (new) 22 26 44 


Foreign debt /3 
Debt service paid 
Debt service owed 
Debt service paid 


14,477 iS ,373 16,493 
490 428 212 
1,564 1,685 1,991 
as % of 


merchandise exports 14.7 i3..7 4.1 
Foreign exchange reserves /1 866 81 «317 
Average exchange rate for year /4 17.76 3i<55 312.5 


Foreign Investment 
Total (cumulative) 


U.S. (cumulative) 
U.S. share (%) 


U.S. - Peru Trade 


1,333 1,179 1,190 
583 576 578 
44.3 44.9 48.6 


U.S. exports to Peru (F.A.S.) 692 810 793 
U.S. imports from Peru (C.I.F.) 858 814 589 


Trade balance 


-166 -4 204 


U.S. share of Peru’s exports (%) 33.9 30.6 22.0 
U.S. share of Peru’s imports (%) 26.6 25.4 28.8 
U.S. bilat. econ. assistance (FY) 58.4 58.0 54.4 


Principal exports to U.S. 


refined silver 


Principal imports from U.S. 


1/ Year-end values 


2/ Official GOP price index. Private APOYO index: 


3/ Year-end values, 


excluding debt service arrears 


4/ Financial or bank rate 


1988=2120.7%, 


1989 (Prelim) 


21,826 
2.6 
18,959 
869 
-12.2 
2,775.3 


7,429 
15.0 
54.4 


-24.1 
-4.7 


3,480 
2,300 
1,180 

950 
N/A 
17,500 
174 
N/A 


0.4 
357 
4,405 


1,244 
N/A 
N/A 


690 
815 
=i20 
20.8 
27.8 
51.4 


(1989): Crude petroleum & derivatives, coffee, 


(1989): Computers, wheat, corn, soybean oil 


1989=3084 .5% 


Sources: Central Reserve Bank, National Institute of Statistics, Ministry 
of Economy and Finance, Ministry of Labor 





INTRODUCTION AND SUMMARY 


Throughout 1989, the Peruvian economy continued to be mired in 
a deep recession, accompanied by hyperinflation, fiscal 
deterioration, and strained relations with the international 
financial community. There was continued destruction of 
infrastructure and productive enterprise, as part of the tense 
security situation caused by Sendero Luminoso (SL), Tupac Amaru 


Revolutionary Movement (MRTA) insurgents, and narcotics 
traffickers. 


Within the macroeconomic policy area, the fundamental problem 
is the lack of a cohesive stabilization and adjustment 

program. Inflation rose 2,775.3 percent during 1989, while the 
gross domestic product (GDP) fell 12.2 percent. As real 
incomes dropped by more than 20 percent during 1989, on top of 
a 45 percent loss of household purchasing power the previous 
year, the economic contraction intensified economic and social 
hardships on Peru’s population. 


Peru resumed debt service payments to the International 
Monetary Fund (IMF) in December 1989, and an IMF mission 
visited Peru in January 1990 to conduct Article IV 
consultations. Although the external debt continues to mount 
with accumulation of unpaid principal and interest, prospects 
for an eventual resolution by the next government are positive. 


Peru will hold presidential, congressional, and regional 
elections on April 8, 1990. The new government will take 
office on July 28, 1990. The primary issue in the current 
campaign is economic policy. The leading candidate in the 
presidential campaign, Mario Vargas Llosa of the Frente 
Democratico (FREDEMO), has promised that, if elected, he will 
restructure the economy upon more free market-oriented lines, 
implement liberal economic policies, and come to an agreement 
with the IMF and other creditors on appropriate stabilization 
and adjustment policies. 
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PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


Public Finance, Money and Prices: Peru’s annual inflation 
reached 2,775.3 percent in 1989, one of the highest levels in 
the world and an increase over the 1988 level of 1,722.3 
percent. Such hyperinflation has been a consequence of the 
large public sector deficit (financed in effect by the printing 
press), inflow of foreign exchange earnings (immediately 
monetized), and widespread public lack of confidence in the 
inti and in the government’s ability to manage the economy. A 
series of measures in 1988 and 1989 attempted unsuccessfully to 


stabilize the economy, reduce inflation, and correct price 
distortions. 


A major factor in Peru’s inflation is the fiscal deficit, which 
reached an estimated 4.7 percent of GDP in 1989. The deficit 
has been aggravated by unresolved structural problems: public 
enterprise operating losses, excess public employment, and 
continual erosion of the real value of government revenues. 
Despite strenuous efforts by the Government of Peru to expand 
the tax base, eliminate exemptions, and crack down on evasion, 


revenues fell to 4.4 percent of GDP during the fourth quarter 
of 1989. 


As the public sector deficit has grown, credit available to the 
private sector through the formal banking system has declined. 
Negative real interest rates on savings, hyperinflation, 


capital flight and, at year’s end, tight government monetary 
policies have combined to compress liquidity (money plus 
quasi-money). The private sector increasingly relies on the 


parallel exchange and credit markets, where most transactions 
take place in dollars. 


The money supply contracted 26 percent in real terms during 
1989, although in nominal terms it grew by 2,128.7 percent. 


Quasi-money grew 27.8 percent in real terms and 3,754.4 percent 
nominally. 


Balance of Payments: Peru in 1989 experienced surpluses in the 
trade, current, and balance-of-payments accounts. Despite the 
overvalued exchange rate, exports rose in 1989. Import levels 
were extremely low in the early part of 1989, as a result of 
falling domestic demand caused by a halving in real income 
levels between 1988 and 1989. Furthermore, many 1989 imports 
were financed through the parallel exchange markets (fueled by 
narco-dollars) rather than the Central Bank, and thus excluded 
from monthly balance-of-payments statistics. In the final 
quarter of 1989, import levels soared, as the government 
instituted exchange rate subsidies for the majority of import 
categories, and monthly exports were trending down. 
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In 1989, Peru achieved an estimated trade surplus of $1.2 
billion, with a current account surplus of $950 million. 

Peru’s net reserve position improved in 1989, turning positive 
in May. After increasing throughout the year, reserves began 
to decline in November 1989, with the policy of subsidizing the 
bulk of imports, and the disbursing of Central Bank pre-export 
credits in dollars rather than intis. As of December 31, 1989, 
the Central Bank’s net international reserves were $357 million. 


The government’s inability to slow inflation has created a 
fluctuating, but generally wide, gap between official and 
parallel exchange rates. The official inti was 200 percent 
higher than the parallel market inti in December 1989. 


The Central Bank’s (BCR) tight monetary policy in early 1989 
led to a relative shortage of intis on the parallel market. 
The dollar fell on this market, from 2,100 intis/dollar in 
January to 1,100 intis/dollar in March, before recovering in 
April. Increased liquidity then led to revaluation of the 
dollar relative to the inti. Beginning in June 1989, the 
government implemented a policy of daily mini-devaluations of 
the inti’s official value. While insufficient to realign the 
official inti with its parallel market value, mini-devaluations 
have made devaluation a daily routine, instead of a traumatic, 
unpopular measure. The cycle began again in late 1989, with 
monetary and fiscal contraction continuing into the first 
quarter of 1990, leading to scarcity of intis and artificial 
overvaluation of the inti relative to the dollar, and a 9 
percent drop in inti liquidity in January 1990. 


Foreign Debt: The Garcia government continues its policy of 
allotting’ only 10 percent of export earnings to medium- and 
long-term external debt service (except that owed to other 
Latin American creditors or contracted after 1985). Peru has 
serviced short-term debt to keep trade credit lines open. The 
partial moratorium on debt service payments, began in early 
1983 by President Belaunde and continued by Garcia, largely 
financed economic growth in the first two years of the Garcia 
administration. However, with confrontational external debt 
policies, Peru has for some time been unable to secure new 
capital inflows. The International Monetary Fund (IMF) and the 
Inter-American Development Bank (IDB) have declared Peru 
ineligible for further credits. The World Bank (IBRD) has 
discontinued Peruvian programs. Other international assistance 
programs have been cut back. 


U.S. economic assistance and PL-480 programs continue, subject 
to receipt of payments on past assistance. In 1989, the 
government met with the IMF, IBRD, and IDB to discuss eventual 
payment of arrearages to these institutions, and possible 
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subsequent renewal of assistance and credit programs. Late 
1989 and early 1990 payments by Peru to the IMF may signal some 
progress on these negotiations. The IMF and IBRD have visited 
Peru regularly, analyzing the economy and reviewing the 
government’s stabilization proposals. The Garcia government 
has stressed that its objective in negotiating with the 
multilateral financial institutions is to pave the way for the 
next government’s success in reaching agreements quickly. 
Leading presidential candidate Mario Vargas Llosa has promised, 
if elected, to ensure Peru’s complete reintegration in the 
international financial community. 


Since late 1987, the government has promoted countertrade 
agreements for repayment of its large debt to the USSR and 
Eastern Europe creditors. It has also approved several 
agreements by which Western commercial banks and other 
corporate creditors accept debt service in such nontraditional 
exports as textiles and processed food. The government 
approved debt-equity conversion legislation in late 1988, but 
few projects have yet been approved. A limited debt-for- 
donation scheme was approved in April 1989, but with a similar 
lack of results. Peru’s total foreign debt at the end of 1989 
amounted to $17.5 billion, equal to 96 percent of estimated 
1988 GDP and almost five times the value of 1989 exports. 


Growth in Industry and Manufacturing: Peru’s manufacturing 
output fell 20.9 percent in 1989. The only sectors registering 
1989 growth were fisheries (up 3.9 percent) and mining (up 5.2 
percent), both profiting primarily from export demand. 

Although disadvantaged by a government policy of overvalued 
exchange rates, all export sectors did relatively well. 
However, sectors dependent on internal demand (construction, 
agriculture, and manufacturing) suffered severely from the 
recessionary contraction and a sharp fall in household 
purchasing power. Capital goods and consumer durables were 
particularly hard hit. Production of intermediate goods fell 
markedly. Utilization of existing plant is far below capacity, 
and many firms have closed. Private industrial plant and 
equipment, as well as the transportation system and public 


utilities, have deteriorated noticeably over the past several 
years. 


Mining and Petroleum: The Peruvian mining sector contracted in 
early 1989, but recovered by year-end. Production exceeded 
that of 1988, a year of significant labor unrest, but lagged 
behind 1987 levels. Production goals were unmet, largely due 
to financial disincentives from an overvalued exchange rate, 
lack of foreign exchange to fund improvements, continued (but 
diminished) labor unrest, and more frequent terrorist attacks. 
Beginning in July 1989, Peru’s mining sector began to 
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expand, due to the recovery of nonmetallic mining and petroleum 
production. Metallic mining also increased, with the 
extraction of higher levels than those of 1988 or early 1989, 
particularly of zinc and silver. During 1989, copper 
production rose 22.1 percent, lead 26.7 percent, zinc 18.4 
percent, silver 18.6 percent, and iron ore 4.3 percent. 


Crude petroleum production fell 7.9 percent in 1989, even as 
domestic consumption increased. Domestic prices were held far 
below world prices by government price controls. Total 
production averaged 130,421 barrels per day, 8 percent below 
1988 levels. Much of the production drop was caused by lack of 
foreign exchange for purchasing inputs of equipment, supplies, 
and spare parts. Further, the financial problems of Petroperu 
left it unable to pay Occidental Petroleum in a timely fashion, 
leading to lower production levels by Occidental. 


To encourage new investment in oil and gas exploration and 
production, the government revised the Petroleum Law in 1987 to 
grant more generous terms to investors. Several foreign 
companies -- including Mobil, Union Oil of California, Conoco 
and British Petroleum -- showed initial interest in exploration 
projects. Occidental Petroleum undertook expansion activities 
in its northern concession and began exploration in the Ucayali 
river basin in the eastern jungle. 


Mobil signed a final contract with Petroperu in October 1989, 


for exploration and production in the Central Selva and the 
Upper Huallaga Valley. At least $65 million in investment over 
the first four years is expected. Petroperu has announced 
plans to sign eight more petroleum exploration and production 
contracts with foreign investors by July 1990, as part of a 
major effort to attract foreign investment. Still to be 
overcome is the continued inability of the government and its 
political opposition to agree to a development contract to 
exploit a major gas find at Camisea in Peru’s eastern jungle. 


The government has not yet resolved the compensation claim by 
Enron Corporation, and its American insurer AIG, for the assets 
of Enron’s Belco subsidiary seized by Peru in 1985. However, 
negotiations continue. 


Agriculture and Fisheries: Agricultural production grew by 3.9 
percent in 1989. Peru increased production of cotton (13.8 


percent), maize (21.7 percent), sugar cane (6.5 percent), and 
coffee (6.3 percent). 


Although direct subsidies have been dropped, and relative 
prices restructured in favor of the agricultural sector, 
production fell slightly in the final quarter of 1989. During 





-8- 


the 1988/89 sowing and harvest seasons, the government was 
unable to import sufficient amounts of fertilizers and 
agricultural chemicals, resulting in lower crop yields. 
Subsidized credit, normally the working capital of agricultural 
producers, became scarce and hard to obtain. Agricultural 
imports (mostly bulk commodities), declined substantially in 
1989, with food consumption per capita falling dramatically. 
Only $201.2 million in agricultural items were imported by 
September 1989. Peru still depends on imports for most wheat 


and significant amounts of rice, sugar, corn, and soybean 
meal. 


U.S. market share remains relatively strong for wheat and rice, 
but the U.S. share of Peru’s corn and soybean meal imports has 
been hurt by easier credit from other South American countries. 


The fisheries sector is essentially an export-oriented 
industry, whose main product is fish meal (88 percent of which 
is sold overseas). Peru’s catch in 1989 totaled 10 million 
metric tons, up 34 percent over 1988. Export earnings grew to 
$364 million in the first nine months of 1989. A controversial 
fishing rights agreement, signed by the Soviets in 1988, 
continues in effect with a large Soviet fleet fishing in 


Peruvian waters, to the displeasure of Peru’s private fishing 
industry. 


Transportation and Communications: The Federal Maritime 
Commission (FMC) issued a final rule in 1989 regarding the 
impact of Peru’s maritime regime on shipping between Peru and 
the United States. The case arose from a 1986 Peruvian 100 
percent cargo reservation decree, changed in 1987 to a 30 
percent reservation decree and waiver system. In February 
1989, the FMC found that conditions in the U.S./Peru shipping 
trade continued unfavorable and that sanctions were 
appropriate. It nonetheless suspended sanctions indefinitely, 
based on economic and political conditions in Peru. 


The transportation sector has deteriorated rapidly over the 
last few years. Lima’s mass-transit electric train project, 
long a government priority, proceeds slowly. Private and 
public bus systems offer poor service, due to lack of vehicles, 
equipment, and spare parts, as well as lack of overall planning 
and organization in the sector. A chronic lack of funds for 
road repair and construction has led to deterioration and, in 
places, disappearance of Peru’s land transport infrastructure. 


The government has granted the Peruvian Telephone Company 
(CPT), serving the Lima-Callao area, permission to offer 
facsimile, telex, data transmission, international 
long-distance telephone and cellular telephone service. The 
Panamsat satellite was launched in June 1988. 
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Labor: The Peruvian economic crisis has had a dampening effect 
on the traditionally active role of organized labor. Although 
only 18 percent of Peru’s 7.4 million-strong labor force is 
organized, organized labor is active in industries that account 
for about 70 percent of Peru’s GDP. During 1989, private 
sector workers in Peru concentrated on protecting their 
salaries, shrinking due to continuing high inflation. The 
minimum wage has increased repeatedly; by December 1989, it was 
equal to 435,000 intis (about $34) per month. Despite frequent 
nominal increases, wages continue to fall in real terms. By 
the end of 1989, purchasing power stood at a 25-year low. The 
number of strikes declined from the record set the previous 
year, although still about 14 million man-hours were lost by 
about 200,000 workers in 619 strikes. Sectors affected by 
strikes were banking, fisheries, mining, and textiles. 
Unemployment remained stable at about 12 percent, but 
underemployment increased from 50 percent to about 55 percent 
of the labor force. Public sector workers were responsible for 
long and costly strikes during 1989. Although the government 
granted legal recognition to the public sector workers 
confederation, it did not grant the single civil service pay 
scale demanded by the workers. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Broad Market Outlook: Severe recession and declining domestic 
demand continue in early 1990. Exports in 1989 were higher 


than expected, yielding an estimated trade surplus of $1.3 
billion for the year. Imports, down by 40 percent during the 
first half of 1989, recovered in the final quarter of 1989 as 
the government implemented a reactivation plan to stimulate 
economic growth. Over 600 imported items became eligible to 
use official foreign exchange at the official (MUC) exchange 
rate, roughly half (in intis per dollar) the free market rate 
in January and February 1990. The Central Reserve Bank (BCR), 
after witnessing a $115 million drop in foreign exchange 
reserves in December 1989, reduced in January 1990 the number 
of items eligible to use the MUC rate from 70 percent of Peru’s 
imported items to 50 percent, portending further shifts to the 
free market rate, according to Peruvian Government officials. 


This shift in policy is expected to reduce import levels during 
early 1990. 


The United States was Peru’s largest trading partner in 1989, 
with 28 percent of Peru’s import market, just slightly below 
the U.S. share in 1988. U.S. exports to Peru declined from 
$793 million in 1988 to $690 million in 1989, roughly 
corresponding to the decline in Peru’s total imports, from $2.7 
billion in 1988 to $2.3 billion in 1989. Highest value U.S. 
exports to Peru in 1989 were machinery parts and equipment 

($150 million); agricultural products such as wheat, corn, and 
rice ($80 million), petroleum products ($40 million); and 
organic chemicals ($30 million). All declined from 1988 levels. 
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Elections are scheduled for April 8, 1990, and the incoming 
government is likely to (a) introduce economic austerity 
measures to reduce inflation and government spending, (b) slash 
subsidies, and (c) devalue the overvalued inti. Such measures 
would initially increase the relative price of imports. A 
successful stabilization program, however, would likely restore 
investor confidence and improve the economic picture markedly. 


Best Prospects: In the first half of 1990, the best prospects 
for U.S. exports are those items for which the MUC rate of 
exchange is authorized. These product categories include: 
vegetable oil, agricultural products, fertilizers, 
insecticides, oil and gas products, and transportation 
products. Furthermore, the deteriorating security situation 
has increased demand for all types of security-related 
products. Government policies to subsidize imports, to the 
extent they stay in place, along with the level of consumer 
demand, also heavily influenced by government policies, will 
govern import demand through July. When the new government 
takes office, trade prospects could alter drastically, 
especially if an austerity program is put in place. 


Countertrade and debt-for-product swaps are of growing 
importance. Peruvian importers are creating export trading 
companies to market Peruvian products internationally. An 
exporter may receive part of his export proceeds in the form of 
foreign exchange certificates for the financing of 
corresponding import requirements. Also, international banks 
use debt-for-product swaps to recover debt obligations. 
Compensation trade is also more prevalent. The Embassy 
Commercial Section’s extensive report on Compensation Trade 
Practices is available to interested parties. 


Obstacles to Trade: 


Prohibited imports: Over 500 items are banned, including 
fresh, canned, and prepared fruits and vegetables; beer, 
liquor, and wine; soap and toiletry products; cotton 
textiles; wearing apparel; jewelry; automobiles above 
2000 cc; household appliances; and luxury goods. 


Mandatory export licenses: The Instituto de Comercio 
Exterior (ICE) issues three types of import licenses. The 
first is the reguiar license, which entitles the importer to 
use official foreign exchange reserves. The second is a 
certificate of import, given to exporters. The third is an 
import license, authorizing import, but stipulating that 
nonofficial foreign exchange must be used. Import licenses 
are required for close to 60 percent of all items imported. 
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- Supervision: Earlier, the government required preshipment 
verification of import documents, goods, price, quality, and 
freight charges. This was done on a random basis. The 
government suspended the practice in November 1989. 


High tariff rates: The average Peruvian tariff on imported 
manufactured goods is approximately 65 percent, plus a 15 
percent value added tax, which results in an average 80 
percent import tariff. 


Foreign Investment: While acknowledging the necessity of 
foreign investment and technology for economic growth and 
development, the Peruvian Government has done little to 
encourage such investment. Andean Pact guidelines govern 
foreign investment in Peru, and Decision 220 defines the rights 
of foreign, mixed, and national limited liability companies. 
Foreign investment in strategic industries is prohibited, but 
no technical distinction is made between foreigners and 
Peruvian nationals for the purpose of property ownership. In 
November 1989, Peru issued new investment regulations, 
eliminating most requirements for investment registration and, 
in some cases, permitting unlimited reinvestment and remittance 
of profits. Peruvian law allows foreign investors to remit 
abroad annually, in freely convertible currency, net profits up 
to 20 percent of the registered investment. Additional 
remittances are allowed under certain circumstances. 


Despite these investment regulations, the August 1986 ban on 
repatriation of profits, dividends, royalties, depreciation, 
and on debt service on medium- and long-term debt has been 
extended until July 31, 1990. Exempt from the ban are foreign 
investments in minerals, oil, gas, and export-oriented 
industries that export to non-Andean Pact countries. The 
government has said that newly approved investment will not be 
subject to the temporary ban. Nonetheless, investors have been 
discouraged by the ban, and by President Garcia’s attempted 
nationalization of the banks in 1987. Other disincentives to 
investment include weak patent and copyright protection. 


Major Projects: The most interesting potential major project 
is the Camisea natural gas field, with reserves estimated at 
650 million usable barrels. Required financing for the Camisea 
project is estimated at $1.2 billion to develop the field and 
build the pipeline to Lima’s Pampilla refinery. Despite 
extensive negotiations, Shell and the government failed to 
agree to terms and broke off talks in September 1988. Camisea 
authorities are now studying the advantages of breaking down 
the project into smaller implementation units. Petroleum 
exploration possibilities were greatly enhanced by Mobil 0Oil’s 
1989 contract with Petroperu for exploration and production, 
with investment of over $65 million. The contract terms are 
more favorable than those available previously to investors. 
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Several potential mining projects have not been implemented due 
to the political and economic situation. The new government 
may allow these projects to move forward, and open up project 
opportunities in agro-business, energy, and the fishing 
industry. The Commercial Section is preparing market research 
and project reports on these sectors, which should be available 
in June 1990. 


The Lima commuter train project, a priority of the Garcia 
government, is moving slowly. Construction began in 1986, but 
lack of financing has resulted in frequent delays. The first 
three kilometers were opened in March 1990. The Government of 
Italy began in 1988 to provide low-interest credit. 


For More Current Information: The trade and investment 
situation in Peru is changing rapidly, with the country’s 
economic crisis. For the latest information and trade data, 
individuals are encouraged to consult the Peru Desk at the 
Department of Commerce in Washington, D.C., (202) 377-2521. 








